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Payment of Dividends before Restoring
Impaired Capital*
By Charles F. Schlatter

Several American accounting texts make the statement that
a loss of corporation capital in a past period need not be considered
in the current year for the purpose of determining the amount
available for dividends. Several others state either directly or
indirectly that dividends can be paid only from surplus. Many
are discreetly silent on this point.
But the accountants are not the only ones who are not agreed
upon this point. A writer on corporation finance says: “A board
of directors may declare a dividend whenever the affairs of the
corporation show that it has a surplus and up to the amount of the
surplus.” Another says: “The courts, however, do not enforce
any such harsh rule. On the contrary, provided state statutes,
or the provisions of the charter, or by-laws do not prevent, and
that the declaration of the dividend does not render the corpo
ration insolvent or leave it in such an embarrassed condition as to
render dividends manifestly improper, no account need be taken
of an impairment of preceding years.”
Legal writers also are not in accord on this point. For
example, Cook says in section 546 of his work on corporations:
“In estimating the profits for the year for the purpose of declaring
dividend, it is not necessary to take into account the difference in
value of the assets and the impairment of the capital stock of the
company prior to that year. The fact that in a year prior to the
declaration of the dividend some portion of the capital of an
incorporated company has been lost and has not since been made
good affords no ground for restraining the payment of dividends
out of the profits subsequently earned.” But on the other hand,
Fletcher says in his work on corporation law: “It is a settled
rule, therefore, even in the absence of any statutory provisions
that a corporation cannot declare dividends out of its capital stock,
and thereby reduce the same, or out of assets which are needed
*A paper read before the American Association of University Instructors in
Accounting, Chicago, Illinois, January, 1923.
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to pay corporate debts. They can be declared only out of surplus
profits.”
The accountant feels that he should be able to rely upon the
statements of the writers on finance and law, but he is somewhat
at a loss to know whether the differences in their statements are
more apparent than real, or whether some of the otherwise careful
writers have erred, or whether the differences are due to varia
tions in the laws of the states. The writers themselves give us
no help in explaining the differences. They cite many cases
purporting to be in support of their statements. A peculiar thing
about these citations is that some are quoted by both sides. There
fore, in order to arrive at a more definite conclusion it will be
necessary to go back to the original sources of information, that
is, to statutes and court decisions.
The writers stating that impaired capital need not be restored
before declaring dividends cite many English cases and only a
very few American cases. Since English cases are often quoted
by American legal writers, and not infrequently by American
courts, it is necessary that the accountant get something of the
English viewpoint. It is not always safe to rely upon the published
digests of cases, because often the digest removes the decision
from its setting in the background of circumstances, a fact which
gives a twist to the decision that never was intended by the court.
Therefore, one must go directly to the reports of the cases and
read them in their entirety to avoid false conclusions as to their
significance.
The first English case of a long line of cases on our subject
was that of Dent v. Tramways in 1880. But, before one can
grasp the real significance of this case, it is necessary to go back
one year to the case of Davison v. Gillies. In Davison v. Gillies,
Davison, on behalf of the ordinary stockholders, sued the directors
of the London tramways to prevent them from paying out in the
form of dividends the capital of the company. The articles of
incorporation provided that a reserve for depreciation should be
set up each year before the amount available for dividends could
be found. For eight years no such reserve had been created.
The court held that the directors should not declare dividends on
the ordinary shares until the impairment of the capital by deprecitation or otherwise has been made good. It is in this case that
Jessel, M. R., delivered his famous opinion on depreciation as an
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expense which is so widely quoted by accounting and auditing
texts.
The next year, in Dent v. Tramways, the same judge in the
same court, when a holder of preference shares was suing the
same company, held that the directors must declare a dividend to
holders of preference shares in spite of the fact that the impair
ment of the capital through depreciation of the past years had
not been made good. The court attempted to explain away the
apparent inconsistency of its decisions in these two cases. In
Davison v, Gillies it held that the ordinary shareholders, who had
the voting power, could have no dividends until a reserve for
depreciation which they had failed to take care of in past years
was brought up to date. In Dent v. Tramways it followed the
line of thought that since the preference shareholders did not have
any control, they should not suffer for the past sins of the ordi
nary shareholders, because if the reserve had been properly set up
each year in the past, not so much would have to be set up now,
which would have left sufficient profits for a dividend on preferred
shares. Therefore, it ruled that preference shareholders might
have their dividend if the profit-and-loss account of the current
year showed sufficient profits after one year’s depreciation was
deducted.
Whether or not these two rulings can be reconciled is not
important. We are concerned with the fact that the decision giv
ing the holders of preference shares a dividend before restoring
impaired capital opened up the way for a long line of English
decisions allowing dividends to both ordinary and preference
shareholders before restoring capital impaired in prior periods.
These decisions were rendered in 1879 and 1880. Since then
down to the Ammonia Soda Company v. Chamberlain (1 Ch. 266)
in 1918, which is, as far as could be ascertained, the latest English
case on the subject, the English courts have held almost without
exception to the opinion that the profit-and-loss account for the
current year shows whether or not a dividend can be declared. If
there is a profit for the year, no attention need be paid to losses
of capital of a prior period, nor to losses of fixed capital of the
present period.
These courts have all held that when there are no operating
profits there can be no dividends, and that dividends must not be
declared from capital. They believe that when fixed capital has been
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lost it has been lost and that when dividends are then paid they
are not paid from capital. How can one pay from that which
was lost ? They make a distinction between a loss of fixed capital
and of circulating capital. They are unanimously agreed that the
circulating capital of the current period must be recovered before
profits exist, but that fixed capital need not be so maintained.
Petersen, J., in Ammonia Soda Company v. Chamberlain states
this point of view clearly: “If during the year there is no balance
to the credit of the profit-and-loss account, any dividend which
is paid must be provided out of the paid-up capital, and any such
payment must reduce the paid-up capital. Such payment is clearly
a reduction of paid-up capital and is ultra vires. But where a
company has made losses in past years and then makes a profit
out of which it pays a dividend the question is ‘a different one.
Such a dividend is not paid out of paid-up capital. . . . Such
a payment does not involve the reduction of capital; it involves a
failure to make good capital which has already been lost.” The
case was appealed and among the decisions of the different lords
justice of the appeal court, appears the following statement of
Scrutton, L. J.: “What was lost? It was not profits, because
there were no profits to lose. It could be nothing else than capital
that was lost, and when you have lost a thing you cannot use it
for anything else, because you have lost it. You cannot pay
dividends out of a thing which you have lost, because it is not
there to pay dividends out of.”
The obiter dicta in a number of cases are interesting to us on
this point. One case in which this question was discussed by the
justices in the appeal court, although the case was decided upon
an entirely different point, was the famous case of Lee v.
Neuchatel Asphalte Company (41 Ch. D. 1), in 1889. Lindley L. J.,
says: “Suppose a company is formed to start a daily newspaper,
supposing it sinks 250,000 pounds before the receipts from sales
and advertising equal expenses, and supposing it then goes on,
is it to be said that the company must come to a stop, or that it
cannot divide profits until it has replaced its 250,000 pounds which
have been sunk in building up a property which, if put up for
sale, would perhaps yield 10,000 pounds? That is a business
matter left to business men. If they think their prospects of
success are considerable, so long as they pay their creditors, there
is no reason why they should not go on and divide profits, so far
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as I can see, although every shilling of the capital may be lost.”
He naively adds that he hopes he is not saying anything which
will lead anyone to be dishonest.
These few cases out of many give a sufficiently clear idea of
the English viewpoint on the subject of dividends as it exists in
all the courts below the house of lords. The house of lords
has never been called upon for a decision, but it is probable that
when a case involving this question does reach it, its opinion will
not be contrary to a line of decisions of the lower courts extend
ing over a period of nearly forty years. So it seems that we are
justified in accepting this as the English law.
When we come to study the American viewpoint we have no
such clear-cut line of court decisions, which makes it difficult to
ascertain what the law is. The first difficulty is that there are
nearly as many statutes in regard to dividends as there are states.
In a number of the states the statutes are silent on the subject of
dividends. In a few, they declare only that capital shall not be
reduced except by due process of law. In others, the statutes
declare that no dividends shall be paid except from profits; others
say, from surplus profits; others say that dividends may not be
paid when the company is insolvent or when payment would render
it insolvent; still others assert that there shall be no dividend
when insolvent or when payment would render it insolvent or
would diminish the capital; and at least one declares no dividend
shall be paid except from surplus arising from the business. A
number of states prohibit unlawful dividends without fixing any
penalty; others make the directors voting for an illegal dividend
liable to creditors who were creditors at the time of payment or
became creditors any time after payment.
A second difficulty is that the courts of one state are not bound
to follow precedents established by courts of another state even
when the points involved are concerned with common law or
equity. Of course, courts of one state cannot follow courts of
another when the point in question is a point of statute law if the
statutes differ.
The third difficulty is that many court decisions are not clearly
stated. The terms profits, surplus profits, liabilities, capital, capital
stock, and many other terms are very loosely used, and some of
their definitions are absurd, to state it mildly. The following
quotations are selected at random and are probably representative
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of the poorer definitions. “The term profits, out of which divi
dends can properly be declared, denotes what remains after
defraying every expense, including loans falling due, as well as
interest on such loans.” This definition is very widely quoted by
American courts and, as far as could be ascertained, had its origin
in England in Correy v. Londonderry (29 Beav. 263). But of all
the absurd definitions, the definition perpetrated by an English
judge wins first place. He said that the proper way to determine
profits available for dividends was to find the excess of receipts
over expenditures in the cash account. The American courts have
not gone quite to that extreme. The following definition of profits
is found in the decisions of at least three American courts, one
of which is the supreme court of the United States: “Net earn
ings are what is left after paying current expenses and interest
on debt and everything else which stockholders, preferred and
common, as a body corporate, are liable to pay.” The expression
“everything else” is quite comprehensive. Is it intended by the
courts using the definition that accounts payable, bonds payable,
and so forth, shall be paid before dividends can be declared? No
one knows.
However, in spite of all the difficulties, it was possible to
determine fairly accurately what the American law is as estab
lished by court decisions. In the United States, as in England,
the general understanding is that dividends shall be paid only
from profits and never from capital. But the question in which
we are interested is the question of whether the profit-and-loss
account for each year alone is to be taken as the test, or whether
the balance of profit-and-loss of one year, especially a debit
balance, shall be carried over to the next year and be a factor in
determining profits available for dividends for that year. In
other words, to what shall we look in finding the amount available
for dividends—the balance-sheet or the profit-and-loss account?
As far as it was possible to ascertain after a thorough search,
there is but one court decision on the books of the United States
which comes out with a definite statement that dividends may be
paid when capital is known to be impaired. That decision was
rendered in Iowa in 1886 in the case of Miller v. Bradish (69
Iowa 278). In this case a creditor was trying to follow dividends
into the hands of a stockholder of an insolvent company. A
dividend of 10 per cent. had been paid three years before at a
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time when the liabilities and capital exceeded the assets by about
$6,000. The plaintiff contended that such a payment was fraudu
lent by the definition in section 1072 of the Iowa statute which
reads as follows: “The diversion of the funds of the corporation
to other objects than those mentioned in their articles, and in the
notices published, as aforesaid, if any person is thereby injured,
and the payment of dividends leaves insufficient funds to meet
the liabilities of the corporation, shall be deemed such frauds as
will subject those concerned to the penalties of the preceding
section; and such dividends, or their equivalent, in the hands of
the individual stockholders, shall be subject to such liabilities.”
The judge held that the word liabilities in this section did not
include the capital stock and that the “assets, resources and funds
of the corporation must consist of cash and other property,” and
if such assets exceed the liabilities, a dividend may be declared.
He also stated it was no concern of the creditors that the capital
was impaired when the dividend was paid as the company was
not insolvent.
The case of Excelsior Water and Mining Company v. Pierce,
decided in the supreme court of California in 1891 (27 P. 44),
is quoted by several authors on corporation law, and by Corpus
Juris as being “contrary to the general rule that dividends can be
paid only from profits.” One would get the same impression
from the published digests and even from a hurried reading of
the case itself. But a careful reading does not bear out their
statement that it is contrary to what they call the general rule.
The Excelsior Water and Mining Company had purchased some
mining property for which it had gone into debt. This property
was conservatively valued upon the books. The company had dug
a tunnel and made other improvements which had been capitalized
at a conservative figure. It also operated other mining
property and had earned profits and had declared dividends while
making these improvements. After it had begun operations of
hydraulic mining on the new property, the land owners down the
river stopped operations by a permanent injunction because the silt
from the mining operations washed over their land and damaged
it. The injunction rendered improvements, costing hundreds of
thousands of dollars, valueless, a condition which could not have
been foreseen. The plaintiff, suing in the name of the corpo
ration, contended that the directors should not have paid any
178
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dividends in the past until payment had been made for the
improvements, now rendered valueless by the injunction. He
demanded that the directors replace the money paid out in
dividends. The court held: “When the expenditure was made
they (the improvements) were no doubt considered judicious,
and, if the event has proved the contrary, the result must be
treated as a loss of capital, and the expenditure must not be
converted ex post facto into current working capital.”
It is difficult to see how this case could be construed to mean
that a loss of capital need not be restored before paying dividends.
What it does mean is that if a dividend be paid from the excess
of the assets at a fair valuation at the time of declaration, over
the amount of liabilities and capital, no subsequent unforeseen
decrease in value will convert the past dividend into an illegal
dividend, that is, a dividend out of capital. This is in no way
contrary to the general rule.
In Connecticut, it was held that dividends upon preferred
stock might be declared where net earnings had been made since
the issue of the preferred stock though prior to such issue the
capital stock had been impaired and had not been restored.
(Cotting v. N. Y. etc. Ry., 54 Conn. 156.) The idea was that
as far as the holders of the new stock were concerned the capital
of the corporation consisted of the impaired capital plus the
amount paid in by them. The creditors would in no way be
injured by the dividend as the capital contributed by the prefer
ence shareholders increased the capital over what it would have
been unimpaired without the preference shares.
In New Jersey, the court of errors and appeals in the case
of Goodnow v. American Writing Paper Company (69 Atl. 1015)
in 1908, held that the directors could declare dividends before
removing the water from the corporation’s capitalization. This
could hardly be construed as permitting dividends while capital
was impaired, but it is sometimes quoted as doing so. It does
mean that the amount actually paid in is the real capital to be
considered when determining surplus for dividends.
In Delaware, the court of chancery in Peters v. United States
Mortgage Company, in 1921, held that dividends might be declared
although only $1,700,000 was realized on its issue of $3,000,000
par-value capital stock. The court held that the remaining
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$1,300,000 need not be made up before paying dividends as the
amount actually received for the stock was the capital.
In Georgia, a court held that “a corporation which is insolvent
may, from its actual legitimate earnings on its investment for a
particular and definite period, pay a dividend, and an insolvent
corporation may, for a particular period, have legitimate earnings.”
This seems to be patterned after the English view in that it is
looking only to the profit-and-loss account of the current period.
The case was appealed and was reversed by the higher court.
(Mangham et al. v. State, 75 SE 508.) The justice of the court
of appeals said of the lower court’s opinion: “We think it is not
sound ... We think it absolutely a condition precedent to the
declaration and distribution of dividends, that there must be a
surplus previously accumulated or made during the current year.”
The court of appeals put the test as to whether or not dividends
are proper back to the balance-sheet.
In Indiana, the appellate court, in 1913, in Fricke v. Angemier
said: “A dividend cannot rightly be declared until there is a
showing that a profit has been really earned for the year when
such dividend was declared.” This also seems to look only to
the profit-and-loss account for dividends. It can hardly be taken
seriously, however, because Indiana corporations undoubtedly
declare dividends without hindrance, from surplus earned in prior
years even though no profits were earned in the current year.
No pretense is made that every case bearing on the subject
was read, but a thorough search was made particularly for those
cases that might be inclined toward the English view. The cases
just quoted were chosen for presentation because they are repre
sentative of those cited by the writers who say that dividends
may be paid while capital is impaired. In fact they are the cases
most favorable to that side of the question. Except Miller v.
Bradish, not one is so clear and to the point that it may be said
to be in accord with the English view; on the other hand some
are so clear and definite when read in the light of all the circum
stances surrounding them that one can only conclude they are
not in accord with the English view.
Of course, it is understood that a corporation formed to work
a wasting property, such as a mine, a quarry, an oil well, a tract
of timber, a patent, or a lease for a term of years, need pay no
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attention to depletion and that in such cases dividends will be
paid partly from profits and partly from capital.
The weight of authority as expressed in American decisions
seems to indicate that when the balance-sheet shows a surplus a
dividend may be declared and that when it does not show a
surplus a dividend cannot be declared. The weight of authority
also seems to indicate that the surplus of the balance-sheet means
the figure which represents the excess value of the assets on the
date of the dividend, over the amount of the liabilities plus the
capital; and that capital here means the amount actually received
for the stock issued whether at par or at less than par.
A very brief statement of a few important cases holding to
the view that the balance-sheet is the test as to whether dividends
are legal or illegal may be of interest.
In Georgia the statutes declare that dividends shall be declared
only from “actual legitimate net earnings of its investments.”
The court of appeals says of this in Mangham v. State: “This
prohibition of the statute is but the declaration of the general
rule that dividends can be declared and paid only out of profits
or surplus earnings of the company. What is meant by the term
net earnings? This term is simply a synonym for the profits of
the business, and popularly speaking, the net receipts of a busi
ness are its profits, and the surplus over and above the capital
stock and debts constitute profits.” This decision is quoted
because the corporation laws of that state say nothing about
dividends being declared only from surplus; yet the court held
that even in the absence of such statutory provisions, the balancesheet surplus is the source of dividends.
In another decision in the same state, the court held that no
declaration of dividends is lawful in a condition of insolvency
or impairment of capital; for any profits that may be made must
first be applied to the payment of the debts of the corporation
and to the restoration of the capital stock. (Cabaniss v. State,
68 SE 849).
In Missouri the statutes do not mention surplus as being the
source from which dividends may be paid. But its supreme
court holds that that is the law. In Shields v. Hobart (72 SW
273), Gantt, J., said: “ ... it is a fundamental rule that divi
dends can be paid only out of profits or the net increase of the
capital of a corporation, and cannot be drawn upon the capital
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contributed by the shareholders for the purpose of carrying on
the company’s business.” It is assumed that the phrase “or the
net increase of the capital” is explanatory of “profits.”
There is some evidence that the supreme court of Washington
believes the balance-sheet to be the test whether or not there is
anything available for dividends, although the statutes do not
mention surplus in conjunction with dividends. The court said
in Northern Bank & Trust Company v. Day (145 P. 182) : “But
we have another rule that, where stockholders act honestly and
in good faith in placing a value upon the assets of a corporation
for the purpose of paying subscriptions to capital stock or in declar
ing dividends, no creditor can successfully complain unless he
can show fraud of some character.”
The Wisconsin statutes say: “ . . . the total amount of such
dividend shall not exceed the actual cash value of the assets owned
by the corporation in excess of its total liabilities including its
capital stock.” Justice Marshall of the supreme court of Wisconsin
said of this statute: “This is but a statutory declaration of what
has become unwritten law by uniform trend of decisions.”
(Soehnlein v. Soehnlein).
Since California, Connecticut, Delaware, Montana, Nevada,
New York, New Mexico, North Carolina, North Dakota, New
Jersey, Ohio, Oklahoma, and South Dakota have statutes that
declare that dividends may be made only from surplus profits,
no cases have been quoted from their courts. There are many
which could be quoted; and all of them, because of their statutes if
for no other reason, hold that dividends can be declared only
when assets exceed the liabilities and the capital.
Vermont has expressed in her statutes what seems to be the
American view as contrasted to the English view. “A dividend is
paid out of capital if, and so far as, the value of the assets of the
corporation remaining after such dividend is paid, are not equal to
the amount of its liabilities, including par value of outstanding stock
as a liability.” Certainly in Vermont the English view is not
prevalent. The Vermont statute, however, goes farther than
most statutes or courts when it says “including par value of
outstanding stock as a liability.” Except in those states requiring
capital stock to be subscribed for and paid for at par before
beginning business, this rule is modified by the courts so that
capital means that which was contributed as a fund to be used
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by the corporation in the conduct of its business, whether at par
or less than par. That is, they mean real capital as distinguished
from nominal capital. Several cases have already been quoted
bearing on this phase of the subject.
In Merchants’ and Insurers’ Reporting Company v. Youtz et
al. in the district court of appeals of California, the court held
that, “the entire proceeds of sales by a corporation of its own
stock, even when sold for more than par value, are part of its
capital stock, and cannot therefore be profits earned through the
conduct of its business out of which dividends can be paid.”
Because of the California statute this case goes a little farther
than seems to be the general rule. Other courts not bound by
such a statute have held that such premiums may be distributed
as profits especially if the premium was received on a later issue
of stock.
Another important question which arises at this point is: “Do
retained profits become capital to be added to liabilities and the
sum deducted from assets before finding the amount available for
dividends ?” A few courts have so held if the surplus be perma
nently invested in the business. Two of the leading cases in which
this view was held were decided by the same judge in a Massa
chusetts court. The great majority of American courts, however,
do not hold that view. They do hold that surplus does not
become capital until made capital through the declaration of stock
dividends. One of the latest cases in which the court expresses its
opinion on this point is that of Dodge v. Ford in 1919 (170 NW
668). The court said: “Profits and undeclared dividends used
by a corporation in its business are not capital stock within the
meaning of the law.”
In Williams v. Western Union Telegraph Company (93 NY
162) Earl, J., gave his opinion as follows: “The capital stock in
this section does not mean share-stock, but is the property of the
corporation contributed by its shareholders or otherwise obtained
by it, to the extent required by its charter.” In this same decision
he also says: “By loss or misfortune, or misconduct of the
managing officers of a corporation, its capital stock may be
reduced below the amount limited by its charter, but whatever
property it has up to that limit must be regarded as its capital
stock.” This is a clear statement that dividends paid while capital
is impaired would be considered as being paid from capital. It
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is also additional proof that the courts look to the balance-sheet
for the amount available for dividends.
There is a long line of decisions of the courts in the United
States holding to what has been called the trust-fund theory.
This theory is that the corporation holds its capital as a trust
fund for the benefit of the creditors and that no part of the capital
can be returned to the stockholders until the corporation is being
dissolved, and not even then until all creditors have been paid. It
can easily be inferred that this means that if dividends be paid
while capital is impaired, such dividends are paid from capital.
While it is true that some of the recent decisions, and a few not
so recent, object to this theory on the ground that the capital is not
a trust fund until the corporation is insolvent and its affairs are
put into the hands of the court for administration, yet a majority
of decisions still holds to the theory in part. It has been modified
so that a dividend innocently declared out of the capital of a
solvent corporation and received by the stockholder, because of a
mistake as to the condition of the corporation, cannot be followed
into the hands of a stockholder by a creditor.
The theory was invented by Chief Justice Story in Wood v.
Drummer. A careful reading of this case in all its background
of circumstances would lead one to believe that some of the
courts have misinterpreted his meaning and have given it an
application beyond that which he intended. He evidently does
not say that capital is a trust fund, but that it is very much like
a trust fund—which is really an important distinction. Its true
interpretation according to an increasing number of decisions
seems to amount to this: Since a corporation has limited liability
the creditors can look only to its capital as security for their
claims. When they grant credit to it, they, of course, know the
capital may be lost through misfortune or mismanagement, a risk
which they may be willing to assume; but they have the right
to be secured against having that risk increased by a return of
capital to the stockholders, and the right to have the capital
restored from profits.
There is still a door, apparently wide open in most of the
states, through which a corporation may return its capital to its
stockholders by means of the purchase of its own stock, but the
discussion of this has no place in this paper.
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In making this investigation of the law of dividends, the truth
was sought without attempting to prove one side right and the
other wrong. It is, however, with a feeling of satisfaction that
we find the prevailing American view to be the one which every
accountant must believe to be the correct one—that capital even
though impaired in a prior period must be restored before
dividends may be declared.
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